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Scholars have found significant Equity Effect, Value Effect, Liquidity Effect and 
Reverse Effect in Chinese stock markets. Traditional asset pricing models can’t 
capture these anomalies perfectly. So it’s of meaning for us to study the way to 
improve models’ capture capability of anomalies. Behavioral Finance believes that 
sentiment affects investors’ subjective assessments. The view bias can affect 
time-varying betas and sentiment plays important role in the cross-sectional stock 
performances. So we introduce sentiment into asset pricing models as conditioning 
factor of time-varying betas, to examine models’ explanatory power of anomalies. 
Firstly, we check that corporate characteristics play an important role in stock 
returns in Chinese market. We collect monthly data from April, 1999 to April, 2010 
for research. We find that corporate equity sizes, past 2-3 months cumulated returns 
and turnovers are negatively related with stock returns, Book-to-Market Ratios are 
positively related with stock returns, and past 4-6 months cumulated returns are not 
significantly correlated with stock performances. These are in coordance with 
Financial Anomalies Theories. These four indicators are used for checking different 
models’ explanatory power of anomalies in following chapters. 
Secondly, we form a composite index of sentiment that is based on the common 
variation in three underlying proxies for sentiment: Turnover Ratio, IPO Volume and 
Discount Ratio of Closed End Fund with the Principle Component Analysis Method. 
In order to eliminate the rational parts in them, we remove macroeconomic factors at 
the first. The macroeconomic indicators we choose are Growth Rate of Fixed Asset 
Investment, Growth Ratio of Industry Added Value, and Consumer Price Index. After 
judging its rationality with eyes, we check its relationship with the market and we find 
that sentiment is positively correlated with the whole market. We also find that the 















At last, after checking the positive relationship between sentiment and 
time-varying betas of some risk factors, we introduce sentiment as conditioning factor 
of time-varying beta into several asset pricing models, including CAPM model, 
Fama-French model, Fama-French model plus liquidity factor, Fama-French model 
plus momentum factor and Fama-French model plus liquidity and momentum factors.  
In each model, four situations are examined as contrast, which include 
non-time-varying beta, time-varying beta changing with Book-to-Market and Size, 
time-varying beta changing with Sentiment only, and time-varying beta changing with 
Book-to-Market, Size and Sentiment at the same time. The method we used is 
Fama-Macbeth（1973） two-step regressions, and rolling window is 60 months. We 
find that, after sentiment, Book-to-Market Ratio and Size being introduced together, 
models’ explanatory powers of anomalies are improved, especially for those 
multi-factor models, in which corporate characteristics we studied are no longer 
significant. Models with Sentiment single as the conditioning factor perform better 
than models with Book-to-Market Ratio and Size as conditioning factors, even if it’s 
been proved by scholars that betas change with these two indicators. Book-to-Market 
Ratio and Size can only help in capturing reverse effect in multi-factors models. 
Moreover, CAPM doesn’t perform well in all situations. 
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